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EDITORIAL
References in recent issues of The
Verification of Accounts
Journal of Accountancy to the veri
Receivable
fication of accounts receivable have
been the subject of several comments by letter and telephone.
It may be remembered that we requested readers to narrate their
experiences in the hope that out of the responses received it might
be possible to form some idea as to the extent to which the prac
tice of verification has spread. The subject is approached from
many angles and there seems to be nothing like uniformity
in the ideas of those who are interested. For example, the treas
urer of a company closely associated with one of the great public
utilities writes as follows:
“The writer is a devoted reader of The Journal of Accountancy and
notes in your April issue on page 289 that you would like to hear from your
readers as to their experience in the question of being asked by auditors to
verify accounts receivable.
“ In addition to other activities we are contractors, appraisers, consulting
accountants, so that you will see that our work is quite varied.
“Our number of customers, however, is not very large, as a great deal of
our construction work represents contracts involving sums of from $500,000 to $3,000,000, and a considerable number of them are ‘repeat’ con
tracts.
“Also, a great many of our customers are very large concerns which
would indicate that they would certainly have their accounts audited, and
if the verification of the accounts receivable should be made, it would
appear that our company then is the type which should receive most
requests to do so.
“I find that our open accounts average about five hundred but our
requests to check the unpaid balances average only about two a month.
“ In the gas and electric business throughout this country, however, it is
generally the practice to pay particular attention to the audits of out
standing amounts due for sales of gas and electric current, which means
sending out hundreds of notices.”

Practising public accountants are prob
Another Opinion on the
ably
closer to agreement on the desira
Question
bility of verifying accounts receivable
than any other group of men. It is to be expected that the
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accountant above all others would see the value of Such verifica
tion, but, of course, it is a somewhat slow process to convince
business men that there should be at least a comprehensive test of
the amounts of accounts receivable. One phase of verification
is described by a member of the Institute in the state of Wash
ington. He writes:
“I have read with interest the editorial comments in The Journal
relative to verification of accounts receivable.
“Accountancy in the northwest has not been developed to the stage that
it has in eastern centers and there are many business firms who at present
do not use the accounting service, but undoubtedly would if they were
located in the east. The question of verifying the accounts receivable has
been discussed many times by the local accountants, some of whom seem
to be in favor of direct confirmation with the customer, others considering
it unimportant and unessential. We have a number of clients for whom
we make a periodical audit, whose accounts are verified by direct
communication with the customers. We have experienced no difficulty in
having the clients acquiesce in such verification. After all phases of such
verification have been discussed the clients seemed very desirous of such
verification. In fact one client states that the verification letters are the
best ‘collection’ letters sent to his customers.
“ It so happens that the accounts of two of our clients are practically all
settled within thirty days following the close of the year. These accounts,
however, are verified by direct communication.
“Our policy in verifying accounts of clients is to utilize the regular
monthly statement prepared by the client, which normally is mailed within
a few days following the close of the year, and we make it a rule to see that
the statement and verification letter are mailed promptly.
“The fact that the accounts are paid promptly is not always a safe
criterion that they should not be verified, as exemplified by one recent
experience. This was a case of the customer’s account showing payment in
January of invoice dated prior to the close of the year. The confirmation
from the client’s customer to us showed this account to have been paid
several weeks prior to the close of the year. Upon investigation it de
veloped that the cashier had been withholding receipts and made restitu
tion thereof after we mailed the verification letters.”

Here is a fairly comprehensive statement of one of the essential
merits of verification. It should appeal to men having business
sense. But, of course, the great difficulty lies in the fear, which
seems to animate many men, that a letter requesting verification
is an indication of something amiss or at least of instability present
or to come. Accountants naturally know that the day will come
when all accounts receivable will be subject to some sort of veri
fication. Business men will learn that a letter requesting in
formation of this kind is not a demand for payment nor an indica
tion of anything unsound. A general agreement among account
ants to encourage verification would probably be much more
effective than sporadic attempts by practitioners to bring about
reform. The experiences which have been cited during these
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discussions have indicated quite clearly that the desirable extent
of verification is still far ahead.
Not long ago the New York stock ex
Financial Statements
change
gave evidence of a desire to
for Stock Exchange
encourage full and frank publicity of
the financial status of companies whose securities are listed for
trading. At that time there was joy in the minds of those who
believe in accounting because it seemed that there would be
demand for financial reports independently prepared. In other
words, it looked like the coming of conditions similar to those
prevailing under the English companies act. The hopes aroused
at that time faded somewhat when it became apparent that the
financial reports demanded could be prepared by the companies
concerned or by their direct employees. Now a further develop
ment has occurred and the exchange has made known its wish
that there be financial statements at comparatively frequent
intervals. It seems that the presentation of quarterly statements
has been encouraged and to a large extent adopted; but here
again there is the inherent weakness which was found when the
movement for full publicity was first announced. There is
nothing to indicate that quarterly statements will be any less
partial than annual statements. If employees of a corporation
are to prepare for their directors statements of financial condition
it is not to be expected that they will err on the side of harshness.
In other words, it is humanly reasonable to suppose that a man
working on the staff of a company will be inclined to present as
favorable a report as he can consistently prepare. This does not
necessarily mean that a man will be wilfully dishonest in the
preparation of statements, but it certainly does mean that the
prosperity of the company will not be understated and in all
probability will be over-estimated because of the loyalty of em
ployee to employer. No statement which is not independently pre
pared can be counted upon as a perfectly unprejudiced document.

The stock exchange is bent upon bring
ing about reform. The officers and
committees are evidently imbued with a
desire to do all that is possible to protect the investing public, but
it is extraordinary that one of the most evident means of assuring
impartiality should be overlooked. One wonders why there is so
37
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marked a disregard of what most accountants consider an obvious
safeguard. It is not conceivable that the authorities of the
New York stock exchange are ignorant of the value of accounting
services properly rendered. No one supposes that the men of
Wall street would prefer ex-parte statements of condition to
absolutely unprejudiced reports. There must be some reason
that does not appear on the surface. The first thought will be
that accountants have not become sufficiently established in their
reputation as impartial observers. Someone will say that if all
accountants were absolutely trustworthy the authorities of all
stock exchanges would encourage their engagement to prepare
statements of condition. This, of course, is pure foolishness,
because no profession is entirely devoid of bad performers. Ac
countancy as a whole has kept its house pretty well in order, and,
while there have been some unfortunate cases, an overwhelming
majority of work done has been accurate and fair. There are a
few so-called accountants who travel up and down the face of
the land announcing their ability, integrity and general excellence,
and it is quite possible that the reaction from this disgusting self
laudation may have something to do with the general opinion of
financial men with regard to accountancy as a whole. But this
must be a comparatively small factor. Everybody knows that
there are men in all walks of life whose chief purpose is to convince
the rest of the world of their greatness. Business men and all
others soon learn to value a man and his services not at his own
estimate but at their true worth. Consequently, wild claims of
omniscience probably do little harm to the profession generally.
It is clear, therefore, that there must be some other reason for the
unwillingness of the stock exchange to take the plain open path
toward full publicity by way of independent investigation. We
are inclined to think that the reason is one that would be denied by
almost any man associated with financial interests in this day
and generation. Probably if one were to say to an investment
banker that his conservatism was due to nothing more substantial
than a tradition he would repudiate the allegation; and yet it
seems that the only reasonable explanation of the attitude of the
financial world in America is fealty to a tradition and nothing more.
Accountancy is so new as a profession that it has not entirely
out-lived the handicap which rests upon things new and un
familiar. If one recollects the conditions of even thirty years
ago and the gradual progress which accountancy has made during
38
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the intervening time he will probably come to the conclusion that
a great advance has been made and that it would be absurd to
expect a greater rapidity of development. The changes which
are taking place in Wall street are no less remarkable than those
in accountancy. Thirty years ago investment and speculative
markets were rather chaotic and a thing was much esteemed
because of its newness; but in the changes which have occurred
there has come about a reaction to the other extreme and Wall
street is today in some ways the most conservative center of
activity in all the world. The financial houses of Great Britain
and the continent of Europe are in many things more aggressive,
more inclined to experiment, than are the investment bankers of
New York. So it seems to us that although it is entirely regret
table that the stock exchange should shut its eyes to the evident
desirability of insisting upon independent audit and investigation,
this condition is due not to any failure on the part of the account
ant but rather to a marked swing toward ultra-conservatism, or,
perhaps one should say, to mid-Victorianism.
The regional meeting of the American
Institute of Accountants which was held
at Cleveland, Ohio, May 22nd, was one
of remarkable interest to all members of the Institute. It was the
first time that a meeting had been devoted exclusively to review
ing the work of Institute committees and other agencies; and,
although it was not possible in the time available to discuss at all
some of the important activities of the organization, the amount
of information which was presented was significant. Probably
the next meeting of the same district will revert to the earlier plan
of discussing some one or two technical subjects and therefore will
have a wider appeal to the general public than the meeting at
Cleveland offered. There was, however, a good attendance of
members of the Institute and others, and the discussions indicated
an increasing desire on the part of those who are not members to
learn of the efforts and accomplishments of the Institute. Many
of the papers read at the meeting in Cleveland were somewhat
like committee reports and are therefore not exactly suitable for
publication in a magazine of general circulation. A plan for
publishing these papers is under consideration and it is hoped that
they will be available for distribution in some form or other in the
near future. One or two papers which were somewhat general in
39
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treatment of their subjects will appear in this magazine. The
regional meeting scheme seems to develop steadily from year to
year. During the fiscal year of the Institute which closes August
31st there will have been meetings in all parts of the country,
excepting the far west, where on account of distance it is difficult to
attend meetings of this kind. The great point in favor of the re
gional meeting is that it gives accountants in a district opportuni
ties to meet, discuss matters of local interest and establish neighbor
ly relationships. In this way it performs a special service which the
annual meeting of the Institute can hardly be expected to render.

Speaking of annual meetings, it should
be noted that the dates for the next
meeting are September 21st and 22nd.
The meeting will be held at the Marlborough-Blenheim hotel,
Atlantic City, and all who are interested in accountancy will be
welcome to attend the open sessions. On September 20th and
23rd executive sessions of the council will take place. On the
20th there will also be the usual informal meeting of members of
the Institute’s board of examiners with representatives of state
boards of accountancy, when subjects of general interest to
examiners throughout the country will be discussed. A feature
of the meeting in Atlantic City will be some kind of entertainment
provided by the Society of Certified Public Accountants of the
State of New Jersey. All arrangements for accommodation
should be made direct with the management of the hotel. As the
sesqui-centennial celebration in Philadelphia will be in progress
at the time of the annual meeting of the Institute it is probable
that many members and guests will take advantage of the oppor
tunity to attend both events. Those who are at the head of
affairs in Philadelphia are confident that the exposition will be in
full swing long before September.
Annual Meeting
Next September

A correspondent who is an officer of a
Replacement Reserve
large public-utility company has written
Funds
comments upon recommendations rela
tive to the handling of replacement reserve funds and has sent to
us his views with a request that the author may remain unknown.
We do not endorse all the views expressed by this correspondent,
but the subject which he raises is one of wide interest and we pub
lish the following extracts from his comments in the hope that
other readers of The Journal of Accountancy may be inspired
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to express their views as to the treatment of this very important
factor in the balance-sheet of a public utility:
“The consulting engineer of a certain state commission is understood to
have recommended that utilities be required to handle replacement reserve
funds as follows:
“To take monthly in cash, amount of accrual to replacement reserve
and deposit same in a separate banking account, and keep it there subject
to being expended on specific items of replacement by orders of the com
mission from time to time. Since banks rarely allow over 3 per cent on
such funds this amounts to reduction of return upon replacement reserve
from 8 per cent to 3 per cent,—a loss of 5 per cent. It appears that the
engineer may not have devoted sufficient consideration to the fundamental
questions involved to have got them thought out straight, and has thereby
fallen into an error.
“The following is fundamental;
“The rate for service to be paid by the consumer is composed of the
following parts:
" (a) Operating expenses, including current maintenance and taxes.
“ (b) Reimbursement to the company for current general destruction of
its property by usage or abandonment.
“ (c) Interest return on the fair value of the property. This is generally
taken at 8 per cent.
“The item (b), reimbursement for destruction of the property by use, is
similar to maintenance, except that it does not occur in a series of small
items from day to day but is clearly evident only upon abandonment or
replacement of major elements of the property. The sum of (a), (b) and
(c) makes up the rate which the consumer should pay for his use of the prop
erty of the company and operation of the same in his service. These are
not ‘contributions.’ They are payment for something received or used.
The moneys so paid belong to the company and to no one else. The com
pany uses money (a) to buy coal, pay firemen, etc., to continue operations.
Money (b) is payment on account of the property partly consumed by the
consumer. The payment belongs absolutely to the company whose
property was partly consumed. It is money property, subject to complete
control by the directors of the company. They could declare this money
out as dividends in liquidation. It is a part of the property.
“Asa matter of fact, what the directors wish to do is to take this money
and invest it in the general corpus of the property as enlargement of the
same is required by community growth. Generally directors do not
incline to create new property unless earning power of from 12 to 15 per
cent is indicated upon new moneys spent, thus affording a margin of safety
to insure a just return. This is a matter solely within the discretion of the
directors and stockholders. The replacement reserve money, being money
in the hands of the company which has taken the place of property pre
viously in their hands and partly or wholly consumed by the public, is
subject to no different treatment from any other property. The commis
sion has no more right to tell the company that it shall keep this money in
the bank at 3 per cent than it has to tell it to use any other property at 3
per cent. The company is just as much entitled to 8 per cent return upon
this money as it is upon the property which the money replaced, or as it
will be upon the new property which the money will acquire. There is no
difference whatever between this money and the property from which it
came, or into which it will go. This proposition cannot be refuted.
“ If 8 per cent be a just rate of return upon the fair value of the property
(in some cases it is not sufficient; in some it may be more than sufficient),
the commission has no right to say that any part of the company’s prop
erty, whether in the bank or in the power station, shall receive a return
of only 3 per cent. If the company has been paid for part destruction of its
property through usage by the public a total of $100,000 which it holds in
replacement reserve, and the commission compels the company to keep this
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money idle in the bank at 3 per cent, the deficit of 5 per cent must be paid
to the company by the consumers through rates. But if the directors are
permitted to invest this money promptly in new property earning 10 per
cent or over, they are receiving a return upon this investment which
reduces to that extent the rate to the consumer as against the method
proposed by the commission engineer. The method advised by the com
mission engineer indicates higher rates to the consumer. The method indi
cated by the company indicates lower rates to the consumer. The method
indicated by the commission engineer is contrary to the public interest.
The method indicated by the company is favorable to the public interest.
“Only a moment’s thought is required to make it clear that the above is
in accordance with common sense and the principles of accounting and the
fundamental law. Take, for example, the case of a wooden pole, having in
. place a fair value of $10.00, and good for ten years. This pole is placed in
the service of the public. The consumer of light and power uses this pole
up in ten years. Proceeding upon the straight-line method of depreciation,
as advocated by the commission, the consumer should, during the first
year, in addition to that part of his rate for lighting and power, made up of
(a) operating expenses, pay (b) $1.00 for having used up one-tenth of this
pole; and so for other things. This $1.00 is not a ‘contribution.’ It is
payment to the company for having used up its pole to this extent. The
money belongs to the company as much as the pole did; it is simply a
change in form of assets. Both the money and the pole are property.
“The difficulty of the consulting engineer arises from his attempt to
accord a different treatment to money property from that which he accords
to pole property. It is the duty of the directors of the company to put this
$1.00 of money property to good use, so that it will earn a fair return to the
stockholders to whom it belongs. And so for the $1.00 of the second year.
At the end of ten years the directors will be able to buy a new pole with the
$10.00 which the consumer will have paid the company for having used up
its pole. It makes no difference that this $10.00 has been profitably em
ployed at 10 per cent all that time by being invested, whether in farm loans
or in transformers across the street, so long as it is profitably invested in
something, and not kept in the bank at 3 per cent. If the directors vol
untarily keep it in the bank, that is to say, in a separate bank account, and
not deposited along with current funds as necessary bank balances essen
tial to the conduct of the business, and receive on the same in this separate
special account only 3 per cent, the stockholders will suffer the loss of earn
ing power in income thus shown. But if the directors are compelled to keep
it in a separate, non-useful bank account by adverse action of public
authorities, then the consumer must suffer the loss of earning power in
income thus inflicted upon the company. So far as the company is
concerned, it would make no ultimate difference whether it were allowed to
invest this $10.00 or this $100,000 at 10 per cent, or were compelled by the
commission to keep it in a hollow tree, except for the fact that in the first
instance it gets its return upon this money property right along. There
fore, as a practical matter, in the interests of the present generation, which
wants to get something back in the way of adequate return here, instead of
hereafter, it is the duty of the company to contend against a proposition so
fundamentally contrary to sound economics as has been advanced by the
consulting engineer to this commission in proposing that these funds be tied
up at 3 per cent.”

We publish elsewhere in this issue the
first part of an article, Auditing Counties
in Texas, by George Armistead, which
every accountant will find of interest. The author’s illustrations
are drawn from the locality with which he is most familiar, but
the underlying principles are applicable to audits of counties in
all American states.
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